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To the Honorable Members of the City Council
To the Citizens of the City of Martinsville, Virginia
City of Martinsville, Virginia

November 17, 2005

We are pleased to present the Comprehensive Annual Financial Report of the City of Martinsville,
Virginia, (the “City”), for the fiscal year ended June 30, 2005. This report was prepared by the
City’s Department of Finance. Responsibility for both the accuracy of the presented data and the
completeness and fairness of the presentation, including all disclosures, rests with the City. We
believe the data, as presented, is accurate in all material respects; that it is presented in a manner
designed to fairly set forth the financial position and results of operations of the City as measured
by the financial activity of its various funds; and that all disclosures necessary to enable the reader
to gain the maximum understanding of the City’s financial affairs have been included.

The management of the City is responsible for establishing and maintaining an internal control
structure to ensure the protection of City assets. In developing and evaluating the City’s
accounting system, consideration is given to the adequacy of internal accounting controls. Internal
accounting controls are designed to provide reasonable, but not absolute, assurance regarding: (1)
the safeguarding of assets against loss from unauthorized use or disposition; and (2) the reliability
of financial records for preparing financial statements and maintaining accountability for assets.
The concept of reasonable assurance recognizes that: (1) the cost of a control should not exceed
the benefits likely to be derived; and (2) the evaluation of costs and benefits requires estimates
and judgments by management.

All internal control evaluations occur within the above framework. We believe the City’s internal
accounting controls adequately safeguard assets and provide reasonable assurance of proper
recording of financial transactions.

Budgetary Controls. In addition to the internal accounting controls noted above, the City also
maintains budgetary controls. These budgetary controls ensure compliance with provisions
embodied in the annual appropriated budget approved by the City Council. Activities of the City’s
governmental funds are included in the annual appropriated budget.

As a recipient of federal and state financial assistance, the City is also responsible for ensuring that
adequate internal controls are in place to ensure and document compliance with applicable laws
and regulations. The audit for the fiscal year ended June 30, 2005 has been completed and no
material internal control weaknesses or material violations of laws and regulations have been
identified.

The City adopts an annual budget by July 1 of each year as required by 15.2-2503, Code of Virginia
of 1950, as amended. A budget is not required for fiduciary funds.

When necessary, the City Council approves amendments to the adopted budget in accordance with
15.2-2507, Code of Virginia of 1950, as amended. Budgetary compliance is monitored and reported
at the fund level. The budget is implemented through appropriations that the Council makes
annually, with supplemental appropriations made as required. These appropriations, except those
to incur mandated expenditures, may be greater or less than contemplated in the budget.

5 West Church Street PO. Box 1112 Martinsville, VA 24114-1112 540-656-5000




THE REPORTING ENTITY AND ITS SERVICES

The City of Martinsville’s report includes all funds of the “primary government.” In Virginia, cities
and counties are distinct units of government; therefore, the City is responsible for providing all
services normally provided by a local government. These services include public safety, social
services, recreation and cultural activities and community development. Additionally, the City
operates an electric generation and distribution system, water and wastewater utility system and a
landfill. For financial reporting purposes and in accordance with the Governmental Accounting
Standards Board (GASB), Statement 14, “The Financial Reporting Entity,” the City has identified
one discrete component unit and one blended component unit. The GASB statement establishes
the criteria used in making this determination and identifies each as a blended component unit or
discretely presented component unit. Blended component units, although legally separate entities,
are, in substance, part of the primary government’s operations, and therefore are included as part
of the primary government. The City’s blended component unit is the Martinsville Industrial
Development Authority. Discretely presented component units are reported in a separate column
in the combined financial statements to emphasize that they are legally separate from the primary
government and to differentiate their financial position and results of operations from those of this
primary government. Therefore, the City School Board is reported in a discrete presentation.
Based on GASB Statement 14 criteria, the School Board is a legally separate organization providing
educational services to the public whose board is appointed by City Council and is fiscally
dependent on the local government.

The financial statements for the Blue Ridge Regional Library and the Henry-Martinsville Social
Services Board are not included in the City report. Boards separate from, and independent of, the
City Council administers these organizations.

LOCAL ECONOMY

Martinsville encompasses a land area of 11 square miles. The City is located in the Southside
furniture/textile belt, equidistant between Roanoke, Virginia and Greensboro, North Carolina. Two
U.S. primary (57 & 58) and one State Route (220) traverse the City. For decades the City’s
economy was dominated by the manufacturing associated with those two industries. The evolution
of these businesses has moved a large portion of the manufacturing process overseas. This caused
several local plants to close and others to downsize. The end result has been the complete
elimination of textiles in the local economy and a significant reduction in the furniture industry.
The remaining manufacturing companies located in the City appear to have weathered this trend
and in fact some are expanding operations and increasing their workforce.

Based on available economic data, trends for the local economy are showing signs of improvement
albeit slowly. The local unemployment rate was 9.9% at June 30, 2005, a decrease over the rate of
13.9% at June 30, 2004. This rate is still much higher than the state and national rates of 3.8% and
5.2% respectively.

The City has responded to the economic declines by implementing a proactive economic
development program. These efforts are beginning to yield results. Expansion of investment and
jobs in medical, retail, and call centers have occurred in the last three years. Martinsville’s
economy is more diversified than it has ever been with strong manufacturing, retail trade, medical,
and governmental sectors. Assessed value of taxable property has increased by 5.7% over the last
two years. The amounts collected in Business Licenses and Meals taxes increased 17.6% and 7.6%
respectively in Fiscal Year 2005. These increases are indicators of expanding business activity.



MAJOR INITIATIVES

For Fiscal Year 2005: Following the goals and objectives established by the City of Martinsville
Council, and with the assistance and guidance of the City Manager, City staff and agencies
implemented and continued a number of specific “programs* designed to provide City residents
with cost efficient government while enhancing their home and employment environment.

Major initiatives begun, continued, or completed during this fiscal year are:

Regional Economic Development Agreements

Signed agreements with Henry County to provide water and treat wastewater
Transportation system improvements

Instituted an EMS Transportation and Billing Service

Purchased a Summer Collegiate Baseball Team

Reduced Transfer from the General Fund to the School Fund

YVVVVYVYY

Regional Economic Development Agreements. The City entered into an agreement with Henry
County to develop 5 lots containing a total of 239 acres in the County’s industrial park. The
majority of this project will be paid with Grants from the Federal and State government. The
City’s cost for this project will be approximately $240,000. When completed the lots will have
access to utilities to include fiber optic cable and road frontage and the lots will be graded and
ready to build on. In exchange for helping pay for this project the City will receive one-third of all
property and consumer utility taxes generated from any development on the lots. Due to the
moratorium on annexation by Cities in the Commonwealth the City had no options to grow. This
agreement provides the City with additional land for development while at the same time sharing
the cost to make ready for sale lots in an established industrial park.

Additionally, the City has entered into an economic development initiative with the County to
combine and greatly expand the development efforts of our two communities. In concert with the
local Chamber of Commerce and a local foundation the economic development effort of the region
will be financed with an annual budget of $1.9M, more than double the amount the City and County
have expended on these efforts in the past. This new office has a holistic approach to economic
development. Instead of merely focusing on recruitment of new business this office will have
significant resources and staff to work with existing businesses on retention and expansion, develop
projects of community revitalization, manage tourism programs, and foster small business
development.

Water/Wastewater. Henry County surrounds the City and has experienced the same downsizing of
its textile and furniture industries. Both the City and County’s water and wastewater systems had
considerable excess capacity after several textile plants ceased production. Recognizing the under
utilization of both systems the City and County signed agreements whereby the City’s wastewater
treatment plant would treat all County waste and the City’s water plant would provide additional
water to County residents. The water portion of this project has been completed and the City’s
water revenues increased by $132,000 annually. Almost 70% of the wastewater project is
completed. When finished the City’s wastewater revenues will increase by $370,000 annually.
Combined the City’s utility revenues will increase by more than $500,000 annually. The project
was funded by various grants.



MAJOR INITIATIVES: (CONTINUED)

Transportation. The City in conjunction with the state continued progress on the improvements to
the Liberty Street/Clearview Drive intersection. This intersection is the primary entranceway to
the City’s Business Park. When completed, access to the Business Park will be greatly improved.
This will increase the City’s ability to attract additional tenants to the park. All necessary right of
way acquisition has been completed and utilities moved. Construction bids were awarded and
construction has begun. The entire project will be completed by the summer of 2006.

EMS Transport and Billing. The City began providing emergency ambulance transport associated
with emergency calls dispatched by the 911 center. Prior to the implementation of this program
City firefighters served as first responders restricted to responding to only life threatening
emergencies. Emergency or ambulance transport to the emergency room was provided by either a
volunteer rescue squad or if they were not available a private paid for-profit company.

A review of the emergency calls showed an unacceptable delay in the delivery of this life saving
service and that City firefighters had to ride in the ambulance to the emergency room in
approximately one-half of all calls. This forced our firefighters to remain on scene for an
inordinate amount of time waiting on the arrival of an ambulance. In order to improve this service
and more efficiently utilize our personnel the City decided to provide this service. No additional
personnel were required for this program since we were already responding to the EMS calls.

As a result the City obtained two ambulances paid mainly with grant funds. We also contracted
with a third-party billing agent to bill Medicaid, Medicare and private insurers. This revenue stream
is projected to provide $350,000 annually while operational costs increases of the program will be
minimal.

Collegiate Baseball. The City purchased a franchise in the Coastal Plain League, a summer
collegiate wooden bat league, in response to losing professional baseball in January 2004. The team
hired a general manager in January 2005, and placed responsibility for the team in the city’s
Communications Department. After recruiting team members throughout the spring, the team
started play in June 2005. The team was well received by the community, which supported the
team in advertising sales and concessions and souvenir sales. After initial equipment purchases to
support game-day activities, the city anticipates investing future net revenues to improve facilities
at Hooker Field.

Decreased General Fund Transfer to Schools. After years of underfunding education the
Commonwealth finally took steps to fund its portion of this important service. The Commonwealth
provided a net increase in school funding of slightly more than $1.6M. While still not meeting its
legal requirement it allowed the City to reduce the General Fund transfer to the Schools by
$703,542. The City expects this increased level of funding to continue into the future, thus easing
the burden on the City’s real estate tax rate.

PROSPECTS FOR THE FUTURE

For the fiscal year 2006, the City Council has approved a General Fund Budget of $27,151,261. The
fiscal year 2006 plan maintains the real estate tax rate of $0.94 per $100 of assessed value. All
other tax rates remain the same.

The City faces several major challenges in the near future. The greatest pertain to the Electric and
Refuse funds. With the closure of the landfill in 2006 the Refuse Fund will no longer serve as a
major source of cash for the City. Over the last three years the Refuse Fund has averaged a
positive net cash flow of more than $2.2 million annually.

10



PROSPECTS FOR THE FUTURE: (CONTINUED)

After the close of the landfill the City will have to pay a third party to dispose of and haul our
garbage to another landfill while at the same time paying the post closure costs associated with the
closed landfill. Refuse rates will rise and will just cover operational expenses meaning the loss of
more than $2.2 million in free cash flow.

The challenges in the Electric Fund are just as daunting. Current laws regarding deregulation have
greatly increased our cost to purchase power and have forced the City to be noncompetitive with
the adjacent power provider. The City purchases power on the wholesale market for resale to our
customers. Federal law has deregulated electric wholesale market rates but the Commonwealth
has maintained regulation on retail charges. The result has caused the City wholesale rate to be
much greater than the retail rates charged by the adjacent utility.

This forced the City to raise Electric rates charged to our customers by approximately 40% over the
last 2 years. The result has been our rates are around 30% higher than the adjacent utility. The
outlook for the future is for even higher wholesale rates. The choice will be to increase electric
rates, placing us in a worse position to attract new business or reduce the transfer from the Electric
Fund. This last action will place great pressure on the City to raise tax rates or cut services to our
citizens. In an effort to reduce our reliance on the high priced and volatile wholesale electric
market we are beginning to explore City owned electric generation. This will be a process
extending over several years and will not alleviate the pressures mentioned above.

RISK MANAGEMENT

The City of Martinsville has a risk management program which is committed to the logical,
systematic and continuous identification of loss exposures for and to the City, its employees, its
citizens and taxpayers, through the evaluation of risk in terms of severity and frequency probability
and the application of sound loss control procedures. As a part of this commitment, the City has
obtained third party coverage for all liability risk.

OTHER INFORMATION

Management’s Discussion and Analysis. Generally accepted accounting principles require
management provide a narrative introduction, overview, and analysis to accompany the basic
financial statements in the form of Management’s Discussion and Analysis (MD&A). This letter of
transmittal is designed to complement the MD&A and should be read in conjunction with it. The
City of Martinsville’s MD&A can be found immediately following the report of the independent
auditors.

Independent Audit. The Commonwealth of Virginia requires an annual audit of the financial
records and transactions of all departments of the City by independent certified public accountants
selected by the City Council. The City is required to undergo an annual single audit in conformity
with the provisions of the Single Audit Act Amendments of 1996 and U.S. Office of Management and
Budget Circular A-133, Audits of States, Local Government and Non-Profit Organizations.
Information related to this single audit, including the findings and recommendations, and auditors’
reports on the internal control structure and compliance with laws and regulations, is contained in
this report. These requirements have been complied with and the auditor’s opinion is included in
this report.

11



OTHER INFORMATION: (CONTINUED)

Awards. The Government Finance Officers Association of the United States and Canada (GFOA)
awarded a Certificate of Achievement for Excellence in Financial Reporting to the City of
Martinsville for its Comprehensive Annual Financial Report for the fiscal year ended June 30, 2004.
The Certificate of Achievement is a prestigious national award recognizing conformance with the
highest standards for preparation of state and local government financial reports.

In order to be awarded a Certificate of Achievement, a government unit must publish an easily
readable and efficiently organized Comprehensive Annual Financial Report (CAFR), whose contents
conform to program standards. Such CAFR must satisfy both generally accepted accounting
principles and applicable legal requirements.

A Certificate of Achievement is valid for a period of one (1) year only. We believe our current
report continues to conform to the Certificate of Achievement program requirements, and we are
submitting it to GFOA for consideration.

Acknowledgments. The preparation of this report on a timely basis could not have been
accomplished without the dedicated services of the entire Department of Finance. We would also
like to thank the City Council for their interest and support in planning and conducting the financial
operation of the City in a responsible and progressive manner. We would also like to thank the
employees of the Treasurer’s Office, Commissioner of the Revenue, Clerk’s Office and numerous
other offices for their assistance in preparing this report.

prryy SN

City Manager Director of Finance
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ROBINSON, FARMER, COX ASSOCIATES

CERTIFIED PUBLIC ACCOUNTANTS A PROFESSIONAL LIMITED LIABILITY COMPANY

Independent Auditor’s Report

To The Honorable Members of City Council
City of Martinsville
Martinsville, Virginia

We have audited the accompanying financial statements of the governmental activities, the
business-type activities, the aggregate discretely presented component unit, each major fund,
and the aggregate remaining fund information of the City of Martinsville, Virginia, as of and for
the year ended June 30, 2005, which collectively comprise the City’s basic financial
statements, as listed in the table of contents. These financial statements are the responsibility
of the City of Martinsville Virginia’'s management. Our responsibility is to express an opinion
on these financial statements based on our audit.

We conducted our audit in accordance with auditing standards generally accepted in the
United States of America, Specifications for Audits of Counties, Cities and Towns issued by
the Auditor of Public Accounts of the Commonwealth of Virginia and the standards applicable
to financial audits contained in Government Auditing Standards, issued by the Comptroller
General of the United States. Those standards require that we plan and perform the audit to
obtain reasonable assurance about whether the financial statements are free of material
misstatement. An audit includes examining, on a test basis, evidence supporting the amounts
and disclosures in the financial statements. An audit also includes assessing the accounting
principles used and significant estimates made by management, as well as evaluating the
overall financial statement presentation. We believe that our audit provides a reasonable basis
for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects,
the respective financial position of the governmental activities, the business-type activities, the
aggregate discretely presented component unit, each major fund, and the aggregate remaining
fund information of the City of Martinsville, Virginia, as of June 30, 2005, and the respective
changes in financial position and cash flows, where applicable, thereof for the year then ended
in conformity with accounting principles generally accepted in the United States of America.

In accordance with Government Auditing Standards, we have also issued our report dated
August 26, 2005, on our consideration of the City of Martinsville, Virginia’s internal control over
financial reporting and on our tests of its compliance with certain provisions of laws,
regulations, contracts, and grant agreements and other matters. The purpose of that report is
to describe the scope of our testing of internal control over financial reporting and compliance
and the results of that testing, and not to provide an opinion on the internal control over
financial reporting or on compliance. That report is an integral part of an audit performed in
accordance with Government Auditing Standards and should be considered in assessing the
results of our audit.

13



The Management’s Discussion and Analysis and required supplementary information as listed
in the table of contents, are not a required part of the basic financial statements but are
supplementary information required by accounting principles generally accepted in the United
States of America. We have applied certain limited procedures, which consisted principally of
inquiries of management regarding the methods of measurement and presentation of the
required supplementary information. However, we did not audit the information and express
no opinion on it.

Our audit was conducted for the purpose of forming an opinion on the financial statements that
collectively comprise the City of Martinsville, Virginia, basic financial statements. The
introductory section, combining and individual nonmajor fund financial statements, supporting
schedules and statistical tables are presented for purposes of additional analysis and are not a
required part of the basic financial statements. The accompanying schedule of expenditures of
federal awards is presented for purposes of additional analysis as required by U.S. Office of
Management and Budget Circular A-133, Audits of States, Local Governments, and Non-Profit
Organizations, and is also not a required part of the basic financial statements of the City of
Martinsville, Virginia. The combining and individual nonmajor fund financial statements,
supporting schedules and the schedule of expenditures of federal awards have been subjected
to the auditing procedures applied in the audit of the basic financial statements and, in our
opinion, are fairly stated in all material respects in relation to the basic financial statements
taken as a whole. The introductory section and statistical tables have not been subjected to
the auditing procedures applied in the audit of the basic financial statements and, accordingly,
we express no opinion on them.

%.{61:”.‘/ /::4% Cox /)L’v-ou»/tz

Charlottesville, Virginia
August 26, 2005
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MANAGEMENT’S DISCUSSION AND ANALYSIS

To the Honorable Members of the City Council
To the Citizens of the City of Martinsville

The management of the City of Martinsville, Virginia, presents this narrative overview and analysis of the
financial activities for the fiscal year ended June 30, 2005. We encourage you to read this discussion and
analysis in conjunction with the accompanying management letter on internal controls, the basic financial
statements and the notes to the financial statements.

Financial Highlights

Government-wide Financial Statements

» The assets of the City exceeded its liabilities at the close of the most recent fiscal year by $23,412,209
(total net assets). Of this amount $9,050,361 (unrestricted net assets) may be used to meet the City’s
ongoing obligations to citizens and creditors.

» The Governmental activities net assets were $2,125,990 of the City’s total, an increase of $1,185,868 in
comparison with net assets of $940,122 at June 30, 2004.

* Net assets of the City’s various business type activities totaled $21,286,219. This is an increase of
$1,831,617 from net assets reported on June 30, 2004.

» The School Board’'s assets exceeded its liabilities by $6,306,212 an increase of $1,689,004 when
compared to the amount on June 30, 2004. However, $4,332,552 of this amount reflects the School
Board’s net investment in capital assets leaving $1,973,660 to meet ongoing obligations.

Fund Financial Statements

The Governmental Funds, on a current financial resource basis, reported revenues and other financing
sources in excess of expenditures and other uses by $225,087 (Exhibit 4) after making direct contributions
totaling $6,392,924 to the School Board. An additional $1,078,185 was expended from the Meals Tax Fund to
retire School related debt with another $229,878 expended from the Capital Reserve for School improvements.
A total of $7,700,987 was expended on School activities from Governmental Funds.

» At the close of the current fiscal year, the City’s Governmental funds reported ending fund balances of
$1,288,108, which is an increase of $225,087 in comparison with the prior fiscal year.

» Atthe close of the current fiscal year, the unreserved fund balance for the general fund was $354,406 or
one and four tenths of a percent (1.4%) of total general fund expenditures.

* The combined long-term Governmental obligations decreased $632,507 or 4.3% during the current fiscal

year. This decrease resulted from payments on existing Notes, Bonds, and Literary Loans exceeding the
issuance of new debt.
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Overview of the Financial Statements

The discussion and analysis are intended to serve as an introduction to the City’s basic financial statements.
These financial statements are comprised of three (3) components:

1. Government-wide financial statements.
2. Fund financial statements.
3. Notes to the financial statements.

This report also contains other information to supplement the basic financial statements.

Government-wide financial statements - The Government-wide financial statements are designed to provide
readers with a broad overview of the City’s finances in a manner similar to a private-sector business.
Government-wide financial reporting consists of two statements: (1) The Statement of Net Assets and (2) The
Statement of Activities.

The Statement of Net Assets (exhibit one) presents information on all of the City’s assets and liabilities. The
difference between assets and liabilities is reported as net assets. Net assets are presented in three
categories: invested in capital assets net of related debt, restricted and unrestricted. Over time, increases or
decreases in net assets may serve as a useful indicator of whether the financial position of the City is
improving or deteriorating.

The Statement of Activities (exhibit two) presents information showing how the City’s net assets changed
during the fiscal year. All changes in net assets are reported as soon as the underlying event giving rise to the
change occurs, regardless of the timing of related cash flows. Thus, revenues and expenses are reported in
this statement for some items which result in cash flows in future fiscal periods (e.g., uncollected taxes and
earned but unused vacation leave).

The Statement of Net Assets and The Statement of Activities are both divided into three types of activities:

1. Governmental Activities — Most of the City’s basic services are reported in this column to include:
Police, Fire, Courts, Recreation, Social Services, Economic Development, Community Development,
Capital Projects, and General Administration. Governmental Activities are supported primarily by taxes,
state and federal grants, and transfers from the City's Enterprise funds (Electric, Water, Sewer, and
Refuse).

2. Business-Type Activities — The City has four business-type activities: Electric, Water, Sewer, and
Refuse. The City recovers all or a significant portion of the costs associated with providing these
services through user fees and charges to the customers receiving these services.

3. Component Unit — The City has one component unit, the Martinsville Public Schools. While the School
System is a legally separate entity, the City of Martinsville is financially accountable for the School
System. Financial information for the component unit is reported separately from the financial
information presented for the primary government.

Fund financial statements - A fund is a grouping of related accounts that is used to maintain control over
resources that have been segregated for specific activities or objectives. The City, like other local
governments, uses fund accounting to ensure and demonstrate compliance with finance-related legal
requirements. All of these funds can be placed in either of three (3) categories: governmental funds,
proprietary funds, and fiduciary funds.

16



Overview of the Financial Statements: (Continued)

Governmental funds — A governmental fund is used to account for essentially the same functions or services
reported as governmental activities in the government-wide financial statements. However, government-wide
financial statements are prepared on the accrual basis of accounting while governmental fund financial
statements are prepared on the modified accrual basis of accounting. Thus, governmental fund financial
statements focus on near-term inflows and outflows of financial resources and the balance of financial
resources available at the end of the fiscal year. Such information is useful in evaluating the City’s ability to
satisfy near-term financing requirements. Since the focus of governmental funds is narrower than that of
government-wide financial statements, a reconciliation between the two methods used is provided at the
bottom of the governmental fund balance sheet (exhibit 3) and the governmental fund statement of revenues,
expenditures and changes in fund balances (exhibit 5). By comparing the information presented for
governmental funds with similar information presented for governmental activities in the government-wide
financial statements readers may better understand the long-term impact of the City’s near-term financing
decisions.

The City has one major governmental fund - the General Fund. The City has six funds considered Non-major
funds. These are the Indoor Plumbing Fund (IPR), the Community Development Block Grant Fund (CDBG),
the Housing Choice Fund, the Capital Reserve Fund, and the Meals Tax Fund. The IPR and CDBG funds are
combined for reporting purposes into a fund called City Grants Fund. The City Grants Fund is then combined
with the Housing Choice Fund to create the Special Revenue Funds. The Capital Reserve Fund, and the
Meals Tax Fund are combined to form the Capital Projects Funds. Together the Special Revenue Funds and
the Capital Projects Funds comprise the City’s Nonmajor Governmental Funds. Information on these funds are
contained in Exhibits twelve and thirteen. This data is then combined in a single column for the governmental
fund balance sheet (exhibit 3) and the governmental fund statement of revenues, expenditures, changes in
fund balances (exhibit 4).

Proprietary funds — Proprietary funds consist of enterprise funds which are established to account for the
delivery of goods and services to the public. These funds use the accrual basis of accounting, similar to
private businesses.

Enterprise funds are used to report the same functions as the business-type activities in the government-wide
financial statements. Electric, Water, Sewer and Refuse/Landfill funds are presented on the statements
individually as major funds (exhibits 6-8). Enterprise funds are used to account for operations that are financed
and operated in a manner similar to private business. The intent of the governing body is to finance these
services primarily through user charges and fees.

Notes to the financial statements - Notes provide additional information that is essential to a full understanding
of the data provided in the government-wide and fund financial statements.

Other information - In addition to the basic financial statement and accompanying notes, this report presents
certain required information supplements including budgetary comparison schedules and presentation of
combining financial statements for the discretely presented component unit School Board. The School Board
does not issue separate financial statements.

Government-wide Financial Analysis

As stated earlier in this discussion, net assets may serve as a useful indicator of a City’s financial position over
time. For the City in FY2005, assets exceeded liabilities by $23,412,209 at the close of the fiscal year as
presented in the Table below. This was an increase of $3,014,485 or 14.8% over the FY2004 closing amount
of $20,394,724.
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Government-wide Financial Analysis: (Continued)

City of Martinsville, Virginia
Schedule of Assets, Liabilities and Net Assets
Governmental and Business-Type Activities
Schedule of Assets, Liabilities and Net Assets
For theYears Ended June 30, 2005 and 2004

Governmental Business-type
Activities Activities Totals
2005 2004 2005 2004 2005 2004

Current and other assets $ 3,610,971 $ 3,192,419 $ 10,766,137 $ 9,141,956 $ 14,377,108 $ 12,334,375
Capital assets 13,471,139 13,531,676 14,603,260 15,092,730 28,074,399 28,624,406

Total assets $ 17,082,110 $ 16,724,095 $ 25,369,397 $ 24,234,686 $ 42,451,507 $ 40,958,781

Long-term liabilities

outstanding $ 12,936,113 $ 13,665,030 $ 3,117,474 $ 3,436,307 $ 16,053,587 $ 17,101,337
Current liabilities 2,020,007 2,118,943 965,704 1,343,777 2,985,711 3,462,720
Total liabilities $ 14,956,120 $ 15,783,973 $ 4,083,178 $ 4,780,084 $ 19,039,298 $ 20,564,057
Net assets:

Invested in capital assets,

net of related debt $ (241,412)$ (845555) $ 14,603,260 $ 14,978,661 $ 14,361,848 $ 14,133,106
Unrestricted 2,367,402 1,785,677 6,682,959 4,475,941 9,050,361 6,261,618
Total net assets $ 2125990$ 940,122 $ 21,286,219 $ 19,454,602 $ 23,412,209 $ 20,394,724

At the end of FY2005, the City’s investment in capital assets, net of related debt is $14,361,848 and represents
sixty one and three tenths of a percent (61.3%) of total net assets. These capital assets are used to deliver
services to City residents and business; and accordingly, these assets are not available for future spending.
Although the important and needed investment in capital assets is reported net of related debt, it should be
noted that the resources needed to repay such debt must be provided from other sources since the capital
assets themselves cannot be used to liquidate these liabilities.

At the end of the current Fiscal Year, the City’'s Governmental Activities investment in capital assets net of
related debt is ($241,412). The reason for this is due to the recording of liabilities with no assets such as
accrued leave, current year depreciation expense and joint tenancy assets transferred to the School Board.

Restricted Assets represent resources subject to external restrictions on how they may be used. The City had
no restricted assets at the end of the Fiscal Year. The remaining balance of unrestricted net assets in the
amount of $9,050,361 or 38.7% of total assets, may be used to meet the government’s ongoing obligations.

Governmental Activities - Governmental activities increased Martinsville City’s net assets by $1,185,868. The
key elements of this increase are found in exhibit 5. There were two primary causes of this increase (1) the
retirement of debt exceeded issuance of new debt by $664,680 and (2) purchase of capital assets exceeded
depreciation by $608,789. Another significant factor was the transfer of assets to the Schools in the amount of
$669,326. This represents the amount of school related debt, net of accumulated depreciation, retired during
the fiscal year. Per Virginia law once the debt on a school asset is paid the asset must be transferred to the
Schools.
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Government-wide Financial Analysis: (Continued)

City of Martinsville, Virginia
Changes in Net Assets
Governmental and Business-Type Activities
For theYears Ended June 30, 2005 and 2004

Governmental Activities Business-type Activities Totals
2005 2004 2005 2004 2005 2004

Revenues:
Program revenues:
Charges for services $ 679,140 $ 817,849 $ 19,875,353% 18,287,298 $ 20,554,493 $ 19,105,147
Operating grants and

contributions 8,428,348 8,613,003 - - 8,428,348 8,613,003
Capital grants and
contributions 139,919 139,992 25,728 243,925 165,647 383,917
General revenues:
General property taxes 7,460,249 7,303,536 - - 7,460,249 7,303,536
Other local taxes 7,352,810 7,112,440 - - 7,352,810 7,112,440
Commonwealth non-

categorial aid 669,189 741,465 - - 669,189 741,465
Other general revenues 952,580 415911 - - 952,580 415,911

Total revenues $ 25,682,235 $ 25,144,196 19,901,081 $ 18,531,223 $ 45,583,316 $ 43,675,419

Expenses:
General government

administration $ 3,657,672 $ 2,743,168 $ -8 - $ 3,657,672% 2,743,168
Judicial administration 1,461,196 1,351,523 - - 1,461,196 1,351,523
Public safety 8,221,961 8,167,425 - - 8,221,961 8,167,425
Public works 2,982,834 3,558,497 - - 2,982,834 3,558,497
Health and welfare 448,218 560,092 - - 448,218 560,092
Education 7,324,102 7,849,055 - - 7,324,102 7,849,055
Parks, recreation, and cultural 1,106,306 984,188 - - 1,106,306 984,188
Community development 3,566,228 3,309,836 - - 3,566,228 3,309,836
Interest on long-term debt 471,184 502,572 - - 471,184 502,572
Electric - - 7,738,232 7,880,557 7,738,232 7,880,557
Water - - 1,656,305 1,630,847 1,656,305 1,630,847
Sewer - - 2,188,736 2,016,250 2,188,736 2,016,250
Refuse collection/landfill - - 1,742,857 1,913,828 1,742,857 1,913,828

Total expenses $ 29,239,701 $ 29,026,356 $ 13,326,130 $ 13,441,482 $ 42,565,831 $ 42,467,838

Increase in net assets before

transfers $ (3,557,466) $ (3,882,160)$ 6,574,951 % 5,089,741 $ 3,017,485$ 1,207,581
Transfers 4,743,334 3,475,613 (4,743,334) $ (3,475,613) - -
Increase in net assets $ 1,185868 $ (406,547)$% 1,831,617% 1,614,128% 3,017,4859% 1,207,581
Net assets-beginning 940,122 1,346,669 19,454,602 17,840,474 20,394,724 19,187,143
Net assets - ending $ 2,125,990 $ 940,122 $ 21,286,219 $ 19,454,602 $ 23,412,209 $ 20,394,724

Revenues from governmental activities totaled $25,682,235 with operating grants and contributions (32.8%),
other local taxes (28.6%), and general property taxes (29%) comprising 90.5% of the City’s revenues.
Expenses for public safety (28.1%), education (25%), general government administration (12.5%), community
development (12.2%), public works (10.2%), account for 88.1% of total governmental expenses of
$29,239,701.
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Government-wide Financial Analysis: (Continued)

The chart below compares the revenues and expenses by function/program for governmental activities. In
every category expenses outpace the revenues generated. This is common throughout the Commonwealth
because most of the function/program are not able to generate revenue. For those programs that can
generate revenue (Recreation, Building Inspections etc.) the City has traditionally followed a policy of
maintaining associated charges at a minimal level and funding the expenses from other revenue sources.
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The above portrays the Sources of Revenue for the Governmental Activities of the City.

Business-type Activities increased the City’s net assets by $1,831,617 even after deducting $4,743,334 in
transfers to the General and Capital Reserve Funds. Transfers increased $1,267,721 compared to the prior

Fiscal Year. This increase in transfers was made possible by an increase in Electric and Refuse rates.
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Financial Analysis of the City’'s Funds

As noted earlier, the City uses fund accounting to ensure and demonstrate compliance with finance-related
legal requirements.

Governmental Funds - The focus of governmental funds is to provide information on near-term inflows,
outflows, and balances of available resources. Such information is useful in assessing the City’s financing
requirements. In particular, unreserved fund balances at the end of the fiscal year can be used to measure net
resources available for expenditure. Governmental Funds reported a combined ending fund balance of
$1,288,108 an increase of $225,087 when compared to the prior year. Eighty-eight percent ($1,134,009) of the
combined governmental funds balance is unreserved. The remaining twelve percent ($154,099) of the
combined fund balance is designated to show it is not available for spending because it has been committed
for future capital projects.

The General Fund is the operating fund of the City. The General Fund reports a fund balance at June 30, 2005
of $508,505. This is a decrease from the prior year of $304,900. The General Funds deficiency of revenues
over expenditures actually fell by $493,178 for the Fiscal Year. The decline in fund balance was the result of
increasing transfers out of the General Fund by $782,364. This increase was used to fund School
improvements. Seventy percent or $354,406 of the total fund balance is unreserved, a decrease of $304,900
from June 30, 2004. As a measure of the General Funds liquidity it is useful to compare both unreserved fund
balance and total fund balance to total fund expenditures. Unreserved fund balance represents 1.6% of total
General Fund expenditures, while total fund balance is 2.2% of that same amount.

GENERAL FUND REVENUES AND OTHER SOURCES BY CATEGORY

The following graph depicts General Fund revenues and other sources by categories. Total revenues and other
sources are $25,642,638 including transfers into the fund of $2,980,714.

General Fund Revenues and Other Sources By Category
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General Fund Expenditures and Other Uses by Category: Continued

The graph below displays General Fund expenditures and other uses by category. Total expenditures and
uses are $25,947,538 including transfers out of the fund of $1,008,950.

General Fund Expenditures and Other Sources By Category
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Proprietary funds — reported combined ending net assets of $21,286,219: an increase of $1,831,617 in
comparison with the amount reported on June 30, 2004. This increase was the result of an increase in the
Refuse Fund of $1,515,083 and the Electric Fund of $1,001,012. The Sewer Fund reported a decrease in next
assets of $460,228 or 7.7% and the Water Fund decreased $224,250 or 4.7%.

The decreases in the Sewer and Water Funds were caused by transferring an amount from those funds
greater than their Operating Income.

The Enterprise Funds contributed $4,859,598 in the support of other City operations. Of that amount
$2,980,714 or 61.3% was transferred to the General Fund, and $1,878,884 or 38.7% was transferred to the
Capital Reserve Fund.

General Fund Budgetary Highlights

Differences between the original budget and the final amended budget were relatively minor. Revenues were
increased by $422,817 or 1.9% while expenditures increased by $554,242 or 2.2%. The Revenue increases
were as follows:

$200 in use of Money and Property

$196,919 in Charges for Service

$27,071 in Miscellaneous

$25,146 in Recovered costs

$12,581 in Intergovernmental Revenues from the Commonwealth
$160,900 in Intergovernmental revenues from the Federal Government.

VVVVVY
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General Fund Budgetary Highlights: (Continued)

The Expenditure amendments were as follows:

$8,361 in increases in Legislative Administration

$25,197 in increaaes in General government administration
$59,809 in increases in Judicial administration

$213,412 in increases Public Safety

$24,040 in increases in Public Works

$5,985 in decreases in Education

$223,123 in increases in Parks, Recreation, and Cultural
$300 in increases in Community development

VVVVVVYVYY

The various increases had a net effect of increasing the use of the fund balance by $131,425. During the year,
however, revenues fell $146,170 or .6% short of meeting the revised budget and expenditures were less than
budget by $800,143 or 3.1%. The result was a positive variance of $653,973 to the revised budget.

Capital Asset and Debt Administration

Capital assets — The City’s investment in capital assets for its governmental and enterprise operations as of
June 30, 2005, is $28,074,399 (net of accumulated depreciation) as listed in Table 3. This investment in
capital assets includes land, buildings and improvements, infrastructure, and machinery and equipment.
Significant capital asset events during FY2005 were: purchase of a fire truck, six police vehicles, two
ambulances, three vehicles for the Sheriff, dump truck, bucket truck, replacement of several servers and a
significant portion of our personal computers, upgrades to MINET, replacement of the cooling tower on the
municipal building, purchase of a front end loader, and replaced 4 circuit breakers.

City of Martinsville, Virginia
Capital Assets
June 30, 2005 and 2004

Governmental Activities  Business-type Activities Totals
2005 2004 2005 2004 2005 2004
Land $ 1531,372$% 1,531,372 % 683,624 $ 683,624 $ 2,214,996 $ 2,214,996
Buildings and improvements 14,160,915 14,975,761 3,040,200 2,952,400 17,201,115 17,928,161
Infrastructure 56,100 - 47,222,531 46,570,391 47,278,631 46,570,391
Equipment 6,105,713 4,806,956 6,286,056 6,173,854 12,391,769 10,980,810
Total $ 21,854,100 $ 21,314,089 $ 57,232,411 $ 56,380,269 $ 79,086,511 $ 77,694,358

Less: accumulated depreciation 8,382,961 7,782,413 42,629,151 41,287,539 51,012,112 49,069,952

Net capital assets $ 13,471,139 $ 13,531,676 $ 14,603,260 $ 15,092,730 $ 28,074,399 $ 28,624,406

Additional information on Martinsville City’s capital assets can be found in Note 6 of this report.

Long-term debt — At the close of FY2005, Martinsville City had total outstanding obligations of $17,823,695. Of
this amount $12,731,939 comprises debt backed by the full faith and credit of the City. The remainder of the
City's debt represents bonds secured solely by specified revenue sources, i.e., revenue bonds, landfill closure
and post-closure liability, compensated absences, notes payable and capital lease obligations.

During the Fiscal Year the City decreased its long-term obligations by $1,367,019 or 7.1%. The City paid
principal payments of $2,140,225 and issued $427,575 in new obligations used to purchase a fire truck. Other
obligations increased by $345,631. The decrease in long-term obligations is the result of City Council’s
deliberate actions to decrease debt and improve the City’s overall fund balances.
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Capital Asset and Debt Administration: (Continued)

The Commonwealth of Virginia imposes a legal limit of 10% of the assessed valuation of taxable real property
on the amount of general obligation borrowing which a City may issue. On June 30, 2005 the City’s ratio of Net
General Obligation Debt to Assessed Value was 1.82%. The City’s debt ratio has declined for six consecutive
years.

Additional information on the Martinsville City’s long-term debt can be found in Note No. 8 of this report.

Economic Factors Influencing FY2006 Budgets and Tax Rates

The unemployment rate for the City on June 30, 2005 was 9.9%. This was a decrease of 3.7% year to year.
Still the City’s unemployment rate compares unfavorably to the state’s average unemployment rate of 3.8% and
the national average of 5.2% for the same time.

Martinsville has a per capita income of $23,309 as compared to the state average of $33,730.

The landfill is reaching capacity and it has been decided a transfer station will be built to ship waste to a private
landfill. Once the City’s landfill is closed in FY2006 the cost to dispose of the waste will increase substantially
causing the City to increase the various customer collection charges. In an effort to spread the increases over
several years City Council increased these charges for the second straight year and anticipates additional
increases.

The current contract to purchase electricity for resale to the public expired on June 30, 2005. The new contract
required the City to pay 64% more for the power it purchases for resale. This increase will force customer
charges to rise accordingly.

All these factors were considered in preparing the City’s budget for the 2006 fiscal year.
In order to balance the budget the following adjustments were approved:

Reduced Capital Reserve budget by $2,138,858 as compared to FY2005.

Decreased the General Fund transfer to Capital Reserve Fund by $900,000.

Increased the 911 tax on phones from $1.67 to $3.00

Increased garbage collection rates — Residential increased from $9.50 to $11.50 per month,
Commercial rate increased from $18.50 to $20.50, tipping fee increased from $39 per ton to $45.20 per
ton.

Increased Electric rates 30% across the board.

Increased Water and Sewer rates 20%.

Reduced transfers out of the Enterprise Funds by $429,105.

YV VY

YV VV

The additional revenues raised by the rate increases mentioned above and the decreased spending on capital
items were not adequate to offset increasing expenses. The net result of the FY2006 budget will be a
decrease in total fund balances of $731,754.

Requests for Information

This financial report is designed to provide a general overview of the City of Martinsville’s finances. Questions
concerning any of the information provided in this report or requests for additional financial information should
be addressed to the City of Martinsville, Director of Financial and General Services, 55 West Church Street,
Martinsville, Virginia 24114.
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CITY OF MARTINSVILLE, VIRGINIA

Statement of Net Assets
June 30, 2005

Exhibit 1

ASSETS
Current Assets
Cash and cash equivalents

Receivables (net of allowance for uncollectibles):

Property taxes

Accounts receivable
Inventory
Internal balances
Due from other governments

Total Current Assets

Noncurrent Assets

Capital assets (net of accumulated depreciation):

Land
Buildings and improvements
Equipment
Infrastructure
Total Capital Assets

Total Assets

LIABILITIES

Current Liabilities

Accounts payable and other current liabilities

Accrued interest payable

Current portion of long-term obligations
Total Current Liabilities

Noncurrent Liabilities
Noncurrent portion of long-term obligations

Total Liabilities
NET ASSETS
Invested in capital assets, net of related debt
Unrestricted assets

Total Net Assets

Total Liabilities and Net Assets

Component

Primary Government Unit

Business

Governmental Type School

Activities Activities Total Board
1,498,603 $ 5,589,001 7,087,604 2,096,455
409,136 - 409,136 -
207,530 2,883,928 3,091,458 42,770
1,810,481 921,469 2,731,950 -
(1,371,739) 1,371,739 - -
1,056,960 - 1,056,960 1,112,052
3,610,971 $ 10,766,137 14,377,108 3,251,277
1,531,372 683,624 2,214,996 47,172
9,912,348 903,025 10,815,373 3,670,527
1,973,189 1,490,805 3,463,994 614,853
54,230 11,525,806 11,580,036 -
13,471,139 14,603,260 28,074,399 4,332,552
17,082,110 25,369,397 42,451,507 7,583,829
522,319 426,489 948,808 1,277,617
266,795 - 266,795 -
1,230,893 539,215 1,770,108 -
2,020,007 965,704 2,985,711 1,277,617
12,936,113 3,117,474 16,053,587 -
14,956,120 4,083,178 19,039,298 1,277,617
(241,412) $ 14,603,260 14,361,848 4,332,552
2,367,402 6,682,959 9,050,361 1,973,660
2,125,990 $ 21,286,219 23,412,209 6,306,212
17,082,110 $ 25,369,397 42,451,507 7,583,829

The accompanying notes to financial statements are an integral part of this statement.
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CITY OF MARTINSVILLE, VIRGINIA

Statement of Activities
Year Ended June 30, 2005

Functions/Programs

PRIMARY GOVERNMENT:
Governmental activities:
General government administration
Judicial administration
Public safety
Public works
Health and welfare
Education
Parks, recreation, and cultural
Community development
Interest on long-term debt

Total government activities

Business-type activities:
Electric
Water
Sewer
Refuse collection / landfill
Total business-type activities

Total primary government

COMPONENT UNIT:
School Board

Program Revenues

Charges Operating Capital
for Grants and Grants and
Expenses Services Contributions Contributions

3,657,672 $ 27,565 $ 236,395 $ -
1,461,196 293,337 532,023 -
8,221,961 174,115 3,032,031 -
2,982,834 73,745 2,352,700 -

448,218 - 169,150 -
7,324,102 - - 139,919
1,106,306 110,378 - -
3,566,228 - 2,106,049 -

471,184 - - -
29,239,701 $ 679,140 $ 8,428,348 $ 139,919
7,738,232 $ 11,796,694 $ 25,728 $ -
1,656,305 2,213,187 - -
2,188,736 2,211,259 - -
1,742,857 3,654,213 - -
13,326,130 $ 19,875,353 $ 25,728 $ -
42,565,831 $ 20,554,493 $ 8,454,076 $ 139,919
23,192,770 $ 574,392 $ 17,016,226 $ -

General revenues:
General property taxes
Local sales tax
Business license tax
Meals tax
Consumer utility tax
Telephone tax
Other local taxes
Unrestricted revenues from use of money and property
Miscellaneous
Commonwealth of Virginia non-categorical aid
City contribution to the school board, unrestricted
Transfers
Total general revenues and transfers
Change in net assets
Net assets - beginning
Net assets - ending

The accompanying notes to financial statements are an integral part of this statement.
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Exhibit 2

$

$
$

$

Net (Expense) Revenue and Changes in Net Assets

Component
Primary Government Unit
Business
Governmental Type School
Activities Activities Total Board Functions/Programs
PRIMARY GOVERNMENT:
Governmental activities:
(3,393,712) $ - $ (3393,712) $ - General government administration
(635,836) - (635,836) - Judicial administration
(5,015,815) - (5,015,815) - Public safety
(556,389) - (556,389) - Public works
(279,068) - (279,068) - Health and welfare
(7,184,183) - (7,184,183) - Education
(995,928) - (995,928) - Parks, recreation, and cultural
(1,460,179) - (1,460,179) - Community development
(471,184) - (471,184) - Interest on long-term debt
(19,992,294) $ - $ (19,992,294) $ - Total government activities
Business-type activities:
- $ 4,084,190 $ 4,084,190 $ - Electric
- 556,882 556,882 - Water
-